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AVOIDING SELF-EMPLOYMENT TAX
— by Neil E. Harl*
Two recent private letter rulings1 issued about a month
apart in late 1991 have provided additional guidance on the
IRS national office position on two of the strategies used to
avoid self-employment tax.2  In both rulings, the IRS
position was adverse to the taxpayers.
Rent to spouse
In the first ruling,3  a farmer paid rent to his wife for her
tenant in common interest in farmland.  The land had been
purchased in 1981 with the husband reporting the income
and expenses from the farming operation on Schedule F.4
Starting in 1984, the husband paid the wife an annual lump
sum rental.  Until 1988, the husband also made wage
payments to his wife.  No lump sum payment was made in
1988.  In 1989, the husband made both periodic payments
and a lump sum rental payment.  All of the payments were
drawn on a joint checking account, which was the farm
account, and deposited in an account in the wife's name only.
No written rental agreement existed.
For the year in question, the husband deducted the rental
payments on Schedule F, which reduced the husband's self-
employment tax.  The wife reported the amounts as rental
income on Schedule E.  The wage amounts were deducted on
Schedule F and reported by the wife in gross income on
Form 1040.
The farmland had been encumbered by a mortgage since
purchase.  The husband, however, had deducted the full
amount of the interest paid on the mortgage on Schedule F.
In two of the years in question, the wife deducted one-half of
the property taxes paid on the farmland on Schedule E and
the husband deducted the other one-half on Schedule F.  In
the other year, the husband deducted the full amount of the
property taxes on Schedule F.
The couple agreed that the wife made no management
decisions although she performed a variety of tasks on the
farm.  The couple was not operating as a partnership.
The IRS pointed out that the couple did not consistently
treat the wife's interest in the farmland as separate rental
property.  The Service noted that inconsistency on both the
property tax and mortgage interest  payments.   The IRS
stated that "in order for the rental arrangement to be
recognized  for  federal   tax   purposes,  the  actions  of  [the
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husband and wife] with respect to the sharing of the
economic burden of, and claiming deductions for, expenses
related to the property must be consistent with the assertion
that [the wife] is conducting a separate rental activity."5  IRS
found that no bona fide landlord-tenant relationship existed
so what purported to be rental payments were not income tax
deductible.  That increased the husband's self-employment
tax.
Gift of crop to spouse
The other ruling6 involved a husband and wife who
owned farmland jointly.  The operation was a sole
proprietorship of the husband with the wife providing
bookkeeping services to the operation.
In 1988, the husband delivered soybeans to the local
elevator for storage.  The husband's name was listed as
"patron" but the wife's name appeared at the bottom of the
form.
The husband then executed a notarized statement that the
stored soybeans were a gift to the wife and that the soybeans
were to be sold before September 1, 1988.7  In a statement
to IRS, the husband took the position that the gift was to
materially reward the wife "for companionship and patience
with the stressful lifestyle of farming."8
When the soybeans were sold, the husband picked up the
check (which was made out to the wife) and deposited the
check in their joint checking account.  The wife later wrote a
check on the joint account transferring the amount to her
personal savings account.
The couple did not report the income from sale of the
soybeans on Schedule F.  Rather, the soybeans were reported
as capital gain on Schedule D with no self-employment tax
paid.
IRS agreed that gifts of agricultural products could be
excluded from self-employment income.9  However, the
letter ruling states that the rule applies only to valid gifts.10
The Service held that there was no valid gift in this
instance because — (1) the husband did not intend to make a
gift; (2) the husband did not release control over the
soybeans as evidenced by the notarized statement that the
soybeans be sold before a specified date; (3) the gift was
made in the form of a warehouse receipt (at the time of the
gift the soybeans had already been stored in the elevator); and
(4) the gift lacked economic substance, given the close
family relationship and joint ownership of the farm.  The
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only purpose of the transaction was to avoid self-
employment tax.11
The outcome was that the gain on the sale of the
soybeans was included in the husband's regular farm income
and subjected to social security tax.
Conclusion
In both rulings, the message is relatively clear:
transactions involving closely related family members,
especially husband and wife, will be subjected to close
scrutiny.  In neither case did the ruling state that the basic
planning strategy was improper or impossible.  But in both
instances the taxpayers failed to meet the standard of
adherence to detail and the careful establishment of bona fides
necessary in a family transaction.
FOOTNOTES
1 Ltr. Rul. 9206008, Oct. 31, 1991; Ltr. Rul. 9210004,
Nov. 29, 1991
2 See generally 4 Harl, Agricultural Law  Ch. 37
(1992).
3 Ltr. Rul. 9206008, Oct. 31, 1992.
4 Id.
5 Id.
6 Ltr.  Rul. 9210004, Nov. 29, 1991.
7 Id.
8 Id.
9 Rev. Rul. 55-551, 1955-2 C.B. 520.  See SoRelle v.
Comm'r, 22 T.C. 459 (1954), acq., 1955-1 C.B 6;
Farrier v. Comm'r, 15 T.C. 277 (1950), acq., 1955-1
C.B. 4.
1 0 Ltr. Rul. 9210004, Nov. 29, 1991.
1 1 Id.
CASES, REGULATIONS AND STATUTES
by Robert P. Achenbach, Jr.
BANKRUPTCY
  GENERAL  
ADMINISTRATIVE EXPENSES . A creditor sold
some cheese to the debtor and after the debtor failed to make
payment, the creditor sent a notice of reclamation within ten
days of delivery.  Although the debtor failed to return the
cheese or pay for it, the creditor did nothing until after the
debtor filed for bankruptcy.  The creditor sought, under
Section 546(c), payment for the cheese as an administrative
expense or as a security interest against estate property.  The
court held that the creditor had lost the right to
administrative expense priority because the creditor did not
diligently pursue the reclamation or payment for the cheese
for eight months after delivery of the cheese.  The court
noted, but disagreed with, In re Griffin Retreading Co., 795
F.2d 676 (8th Cir. 1986) which allowed a Section 546(c)
remedy even though the creditor waited 102 days to reassert
the claim where the creditor otherwise met the requirements
of the statute. Matter of Crofton & Sons, Inc., 1 3 9
B.R. 567 (Bankr. M.D. Fla. 1992).
AVOIDABLE TRANSFERS. In an attempt to save
some of the family farm, the debtor borrowed money from a
brother to buy-down a loan against the farm.  The brother
took a mortgage and note for the money but the mortgage
was not recorded until less than 90 days before the debtor
filed for bankruptcy.  The trustee sought to avoid the
recording of the mortgage as a preferential transfer.  The
court held that the recording was a preferential transfer and
that the exception for ordinary course of business
transactions did not apply because the loan was the only
transaction of this type between the brothers. In re
Vatnsdal, 139 B.R. 472 (Bankr. D. N.D. 1991).
Prior to filing for bankruptcy, the debtors converted
$440,000 in nonexempt assets to a commercial annuity
exempt under Florida law.  The trustee sought to avoid the
transfer as a fraudulent transfer under Fla. Stat. § 726.105.
The court held that the conversion of the assets to the
annuity was not a "transfer" and therefore not subject to the
fraudulent transfer statute. In re Levine, 139 B.R. 5 5 1
(Bankr. M.D. Fla. 1992).
EXEMPTIONS.
AMENDMENT. After the debtors filed their bankruptcy
cases and claimed exemptions, the Arkansas legislature
amended the exemption statute to allow debtors to choose
either the state or federal exemptions.  The court held that
the legislation did not apply retroactively to bankruptcy
cases filed before the amendment. In re  Gardner, 1 3 9
B.R. 460 (Bankr. E.D. Ark. 1991).
AUTOMATIC STAY. A creditor sought relief from the
automatic stay to execute a lien against furs and jewelry
owned by the debtors and claimed as exempt to the amount
of $1,000.  The debtors claimed that the lien was avoidable
because it was not perfected by possession.  The court
allowed the creditor to execute against the property, subject
to escrow of the claimed exemption amount, because the lien
was perfected, under Florida law, by filing of the writ of
execution with the sheriff prior to the bankruptcy petition.
In re  Miele, 139 B.R. 296 (Bankr. D. N . J .
1992) .
AVOIDABLE LIENS. The debtor sought to avoid a
judgment lien on the debtor's homestead.  The lien arose
from the debtor's divorce proceedings in 1976 and attached
upon the debtor's acquisition of the homestead in 1984.  The
U.S. Supreme Court had held that the lien was avoidable if
the lien fixed upon an interest of the debtor.  On remand, the
court held that the lien did not fix on an interest of the debtor
because the lien existed prior to the date the debtor acquired
the homestead and, under Florida law, the homestead was not
exempt as to pre-existing liens; therefore, the lien did not
impair any exemption. In re  Owen, 961 F.2d 1 7 0
(11th Cir. 1992), on rem'd from, 111 S.Ct. 1833
